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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VWHERRY, Judge: This case is before the Court on a petition

for redetermnation of an affected itens notice of deficiency in
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whi ch respondent determ ned that petitioners are liable for the
follow ng additions to tax:

Additions to Tax
Year Sec. 6653(a) (1) Sec. 6653(a)(2) Sec. 6661(a)

1983 $855. 70 ! $4, 148. 25

150 percent of the interest due on a deficiency of
$17, 114.

Unl ess otherw se indicated, section references are to the
I nternal Revenue Code, as anended and in effect for the taxable
year at issue. The issues for decision are whether petitioners
are liable for each of the additions to tax.
FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts and the acconpanying exhibits are hereby incorporated by
reference into our findings. At the tinme they filed their
petition, petitioners resided in California.

Petitioner Norman J. McConnell (M. MConnell) has a
master’s degree in business fromthe University of San Franci sco.
In 1983 he was vice president and sal es manager of California
Printing, a printing conpany in San Francisco, California.

That sanme year petitioners’ neighbor and famly friend, Arny
General Paul Vallely,?! advised petitioners to invest inalimted

partnership called Contra Costa Joj oba Research Partners (CCIRP),

!General Vallely's name is msspelled “Vallily” in the trial
transcript and in petitioners’ brief.
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whi ch was involved in the growi ng of jojoba beans. GCeneral
Vallely informed petitioners that there was a small tax benefit
associated wth an investnent in CCIJRP. During 1983 petitioners
acquired 20 units in CCIRP for $55,000, or $2,750 per unit. They
pai d $22, 000 upon cl osing and signed a pronissory note for the
remai ni ng $33, 000.

Petitioners were provided copies of a “Certificate and
Agreenent of Limted Partnership”, “Research and Devel opnent
Agreenent”, and “License Agreenent” pertaining to their interest
in CQJRP. They did not provide those docunents to an attorney or
accountant for review. |In addition to their investnment in CCIRP,
petitioners invested in stocks, nmutual funds, options, and other
part ner shi ps.

In 1983, the taxable year at issue, CCIRP filed with the
I nt ernal Revenue Service and provided to petitioners a Schedul e
K-1, Partner’s Share of Income, Credits, Deductions, Etc., in
whi ch CCIRP al l ocated to petitioners an ordinary |oss of $50, 000.

In turn, petitioners on their 1983 joint Form 1040, U.S.
I ndi vidual I ncone Tax Return, clainmed an ordinary | oss relating
to their interest in CCIRP of $50,000 as a deduction in computing

their total inconme. Ed Klein (M. Klein), a professional tax
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preparer, prepared petitioners’ 1983 joint Federal incone tax
return. ?

On May 30, 1989, respondent sent petitioners a notice of
final partnership adm nistrative adjustnment (FPAA) issued to
CCIRP for the 1983 taxable year. On July 13, 1989, a petition in
the name of CCIJRP, Charles B. Toepfer, Tax Matters Partner, was
filed with the Court at docket No. 17323-89. On January 28,

1994, the parties filed a stipulation to be bound by the result

in UWah Jojoba I Research v. Conm ssioner (Utah Jojoba I), a case

docketed at No. 7619-90.

The Court issued an opinion in Uah Jojoba | on January 5,
1998, in which it held that the partnership at issue in that case
was not entitled to deduct its |osses for research and

devel opnent expenditures. See Uah Jojoba | Research v.

Comm ssioner, T.C Menp. 1998-6. On April 11, 2005, the Court

entered a decision agai nst CCIRP uphol ding as correct the
partnership item adjustnments as determ ned and set forth in the
FPAA for, anong other years, CCIRP s 1983 taxable year. That
deci sion was not appeal ed.

On April 10, 2006, respondent issued the aforenentioned

notice of deficiency. Petitioners then filed a tinely petition

2Ed Klein's last nane is msspelled “Klien” throughout
petitioner’s brief and reply brief.
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wth this Court. Atrial was held on May 16, 2007, in San
Franci sco, California.
OPI NI ON

Statute of Limtations

In general, section 6501(a) provides that the anmount of any
tax i nposed shall be assessed within 3 years after the return was
filed. However, with respect to partnership and affected itens,
section 6229(a) provides that the period for assessing tax shal
not expire before the date which is 3 years after the later of:
(1) The date on which the partnership return for such taxable
year was filed, or (2) the last day for filing such return for
such year.® Section 6501(a) is a true statute of limtations;

section 6229(a) is not. See Rhone-Poulenc Surfactants &

Specialties, L.P. v. Comm ssioner, 114 T.C 533, 542 (2000)

(“Section 6229 provides a m ninmum period of tine for the
assessnment of any tax attributable to partnership itens (or
affected itens) notw thstanding the period provided for in
section 6501, which is ordinarily the maxi num period for the

assessnent of any tax.”); see also G5 Inv. Pship. v.

Comm ssioner, 128 T.C. 186, 189-190 (2007) (“Section 6229 is not

a stand-alone statute of limtations but can extend the section

The additions to tax at issue are affected itens, as
defined in sec. 6231(a)(5), that require partner-|evel
determ nations but are subject to sec. 6229(a). See Ruggiero v.
Commi ssioner, T.C Menp. 2001-162.
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6501 period of limtations with respect to the tax attributable
to partnership itens or affected itens.”).
Section 6229(d) provides that the mailing of an FPAA
suspends the running of both 3-year periods--the section 6501(a)

period and the section 6229(a) period. See Rhone-Poul enc

Surfactants & Specialties, L.P. v. Conm ssioner, supra at 542

(hol ding that “section 6229 extends the section 6501 period with
respect to tax attributable to partnership itens or affected
items”); id. at 555 (“Interpreting ‘the period specified in
subsection (a)’ in section 6229(d) as referring only to the

m ni mum period for maki ng assessnments woul d produce additi onal

anomal ous results.”).* The suspension is for the period during

“To the best of our know edge, the Court of Appeals for the
Ninth Crcuit, to which an appeal lies in this case absent
stipulation to the contrary, has not ruled on this issue. The
two Courts of Appeals that have considered this issue--the Court
of Appeals for the D.C. Grcuit and the Court of Appeals for the
Federal Circuit--have endorsed our decision in Rhone-Poul enc
Surfactants & Specialties, L.P. v. Conm ssioner, 114 T.C. 533
(2000). See AD dobal Fund, LLCv. United States, 481 F.3d 1351,
1354 (Fed. G r. 2007) (“Reading 8 6229(a) together with 8§ 6501,
we conclude that 8§ 6229(a) unanbi guously sets forth a m ni mum
period for assessnents of partnership itenms that may extend the
regul ar statute of limtations in 8 6501.”); Andantech L.L.C. V.
Comm ssioner, 331 F. 3d 972, 976 (D.C. Cr. 2003) (“Applying those
standards to the record before us, we first affirmthe Tax
Court’s interpretation of two sections of the Internal Revenue
Code, 26 U.S.C. 88 6501; 6229(a), to allow for an extension of
the period in which the RS may properly assess itens
attributable to a partnership.”), affg. in part and remanding in
part T.C. Meno. 2002-97; id. at 977 (“The | anguage of § 6501
plainly refers to all the assessnents nade pursuant to the
chapter, and specifically notes that 8 6229 may be used to extend
the period in case of partnership itens.”).
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whi ch an action for judicial review of the FPAA may be brought
(and, if an action is brought, until the decision of the court
has becone final) and for 1 year thereafter. See sec. 6229(d);

Ruqggi ero v. Conmm ssioner, T.C. Menp. 2001-162. A statute of

l[imtations defense relating to the issuance of an FPAA nust be
rai sed during the partnership-Ilevel proceeding and cannot be

rai sed at the partner-level proceeding. See Crowell v.

Commi ssioner, 102 T.C. 683, 693 (1994); see al so Davenport

Recycli ng Associates v. Comm ssioner, 220 F.3d 1255, 1260-1261

(11th Gr. 2000), affg. T.C. Meno. 1998-347; Chinblo v.

Comm ssioner, 177 F.3d 119, 125-126 (2d Cr. 1999), affg. T.C

Meno. 1997-535; Kaplan v. United States, 133 F. 3d 469, 473 (7th

Cr. 1998).

Petitioners argue that because respondent issued the FPAA
nore than 3 years after the date on which CCIRP s 1983
partnership return was due to be filed, there can be no
proceedi ngs to adjust petitioners’ income or |osses reported on
their 1983 joint Federal income tax return. Petitioners rely

primarily on di ssenting opinions in Rhone-Poulenc Surfactants &

Specialties, L.P. v. Conm ssioner, supra, for the proposition

that section 6229(d) should not suspend the section 6501

[imtations period. Respondent cites Crowell v. Conm ssioner,

supra, and asserts that petitioners cannot raise the issue of
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whet her the FPAA was issued within the imtations period in this
partner-1evel proceeding.

We agree with respondent that whether the FPAA was issued to
CCIRP wthin the applicable period in section 6229(a) is not now
at issue. Petitioners conveniently ignore that a statute of
l[imtations defense predicated on facts relating to the issuance
of an FPAA nust be raised at the partnership level.® See Crowell

v. Conmm ssioner, supra at 693 (“W conclude that the statute of

[imtations defense as it pertains to the FPAA for 1983 should
have been prosecuted within the context of a partnership |evel
proceeding and is not properly before us in this proceeding.”);

see al so Davenport Recycling Associates v. Conmni ssioner, supra at

1260-1261; Chinblo v. Conm ssioner, supra at 125-126; Kapl an v.

United States, supra at 473. Consequently, we look only to
whet her the notice of deficiency issued to petitioners in Apri
2006 was tinely.

In April 2005 the Court entered a decision agai nst CCIRP
uphol ding as correct the partnership item adjustnents as
determ ned and set forth in the FPAA for CCJRP s 1983, 1984, and

1985 taxabl e years. That decision was not appeal ed. Because a

SRhone- Poul enc Surfactants & Specialties, L.P. v.
Conm ssi oner, supra, involved a partnership-I|evel proceeding.
Thus, even assum ng arguendo that the Court could be persuaded to
overrul e that Opinion and adopt the dissenters’ position in that
case, this case, which involves a partner-I|evel proceeding, would
be an inproper vehicle for doing so.
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deci si on becones final 90 days after it is entered if it is not
appeal ed, the Court’s decision becane final in July 2005. See
secs. 7481(a)(1), 7483. Because the |[imtations period in this
case expired in July 2006, 1 year and 90 days after the Court’s
April 2005 decision was entered, the notice of deficiency mailed
to petitioners in April 2006 was tinely.

1. Additions to Tax Under Section 6653(a)(1) and (2)

Section 6653(a)(1l) and (2) inposes additions to tax if any
part of any underpaynent of tax is due to negligence or disregard
of rules and regulations.® For the purposes of this statute,
negligence is defined as a “‘lack of due care or failure to do
what a reasonable and ordinarily prudent person would do under

the circunstances.’”” Neely v. Commi ssioner, 85 T.C. 934, 947

(1985) (quoting Marcello v. Conm ssioner, 380 F.2d 499, 506 (5th

Cr. 1967), affg. in part and remanding in part 43 T.C. 168
(1964) and T.C. Meno. 1964-299).

The Court of Appeals for the Ninth Crcuit, to which an
appeal would ordinarily lie in this case, has held that a

determ nation as to negligence for purposes of sections 6653(a)

Those additions to tax are for: (1) An amount equal to 5
percent of the underpaynent and (2) an anobunt equal to 50 percent
of the interest payable under sec. 6601 with respect to the
portion of the underpaynent which is attributable to negligence.
That interest on which the penalty is conputed is the interest
for the period beginning on the | ast date prescribed by |aw for
paynment of such underpaynent (w thout consideration of any
extensi on) and ending on the date of the assessnent of the tax.
Sec. 6653(a)(1l) and (2).
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and 6661(a) in a case involving a deduction for loss that results
froman investnent “depends upon both the legitimcy of the
underlying investnment, and due care in the claimng of the

deduction.” Sacks v. Conm ssioner, 82 F.3d 918, 920 (9th Cr

1996), affg. T.C. Menp. 1994-217.

Petitioners contend that they were not negligent because
they were unfamliar with tax law, nmade full disclosure to their
tax preparer, M. Klein, and exercised ordinary business care and
prudence. Regarding petitioners’ investnent in CCIRP, respondent
argues that petitioners were not reasonabl e because they:

(1) Relied on CGeneral Vallely, a pronoter of CCIJRP, who had no
apparent expertise in jojoba farmng, (2) did not undertake a
meani ngful investigation of jojoba farmng before investing in
CCIRP, and (3) sought no independent advice before investing in
CCIRP. Wth respect to petitioners’ asserted reliance on M.

Kl ein, respondent argues that the record is devoid of evidence
that M. Klein was provided with the agreenments pertaining to
petitioners’ investnment in CCIRP or that he conducted any
research into the nature of that investnent.

As expl ai ned bel ow, al though reasonabl e reliance on
pr of essi onal advice may serve as a defense to the additions to

tax for negligence, see United States v. Boyle, 469 U S. 241, 251

(1985), petitioners have not denonstrated that they acted with
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due care with respect to their investnent in CCIJRP and subsequent
deduction clainmed in 1983 for a loss relating to that investnent.

CCIRP' s underlying activity |lacked legitinmcy, as we decided

in Uah Jojoba |I. See Utah Jojoba |I Research v. Conm ssioner,

T.C. Meno. 1998-6 (“we hold that Utah | was not actively invol ved
in a trade or business and al so | acked a realistic prospect of

entering a trade or business”); see also Wlch v. Conmm ssioner,

T.C. Meno. 2002-39. Petitioners, at |east one of whomwas a

wel | -educated individual and a sophisticated investor and neither
of whom had any background or expertise in jojoba farm ng,
invested in CCIRP solely upon the advice of Ceneral Vallely, a
pronoter of CCIJRP, w thout first conducting their own research or
seeki ng i ndependent advice regarding the risks and tax

i mplications of that investnent.’ See LaVerne v. Conm Ssioner,

94 T.C. 637, 652 (1990) (“The failure of petitioners to | ook
beyond the pronotional materials supplied by the sal espeopl e or
to consult independent advisors on so conplex a matter as the
proposed investnents in the Barbados partnerships is unreasonable
and is not in keeping wwth the standard of the ordinarily prudent

person.”), affd. w thout published opinion 956 F.2d 274 (9th Cr

‘At trial M. MConnell testified that in 1983 General

Vallely was a “retired army general”. The Court believes that
Ceneral Vallely retired fromthe U S. Arny in 1991 as a Mj or
Ceneral. In any event, Ceneral Vallely had a mlitary

background. There is no evidence that he was qualified to
provi de i nvestnent advi ce.
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1992), affd. wi thout published opinion sub nom Cow es v.

Commi ssi oner, 949 F.2d 401 (10th Cr. 1991).°8

Nor does the fact that a professional tax preparer prepared
petitioners’ 1983 joint Federal inconme tax return shield them
fromliability for the section 6653(a)(1) and (2) additions to
tax. There is no evidence in the record that M. Klein was a
conpetent tax professional or that M. Klein did anything nore
than transfer the |losses fromthe Schedule K-1 provi ded by CCIRP
onto petitioners’ return. Mreover, M. MConnell expected a tax
benefit associated with his investnent in CCIRP not on the advice
of a tax professional but on the advice of CGeneral Vallely, who
had no denonstrated tax expertise.

In the end, the record is devoid of evidence that a fully

i nfornmed, conpetent tax professional advised petitioners

%W note that this case is distinguishable from Kantor v.
Comm ssi oner, 998 F.2d 1514 (9th Cr. 1993), affg. in part and
revg. in part T.C. Meno. 1990-380. |In Kantor the Court of
Appeals for the Ninth Grcuit reversed this Court’s affirnmance of
the inposition of a sec. 6653(a) addition to tax on the basis
that the experience and involvenent of the general partner and
the I ack of warning signs could reasonably have |led investors to
believe that they were entitled to deductions in light of the
undevel oped state of the |law regarding sec. 174. The Court of
Appeal s expl ained that the Suprene Court’s decision in Show v.
Conmm ssi oner, 416 U.S. 500 (1974), left unclear the extent to
whi ch research nust be “in connection with” a trade or business
for purposes of qualifying for an i nmedi ate deducti on under sec.
174. See, e.g., N lsen v. Comm ssioner, T.C. Menp. 2001-163.
Unli ke the partnership in Kantor, CCIRP was neither engaged in a
trade or business nor conducting research and devel opnent, either
directly or indirectly. See Utah Jojoba | Research v.

Comm ssioner, T.C Meno. 1998-6.
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regarding the propriety of their clainmed $50,000 deduction in
1983 for losses relating to their investnent in CCJRP. That is
particularly troubl esone considering that petitioners invested
$22,000 in CCIRP in 1983 and that sane year clainmed a $50, 000
deduction for a loss relating to that investnent.® Under the
circunstances, petitioners acted with a |ack of due care in
claimng as a deduction on their 1983 joint Federal incone tax
return an ordinary | oss of $50,000 relating to their interest in
CCIRP. Consequently, petitioners are liable for the section
6653(a) (1) and (2) additions to tax.

[11. Addition to Tax Under Section 6661(a)

Section 6661(a) provides for an addition to tax of 25
percent of the anobunt of any underpaynent attributable to a
substantial understatement.® There is a “substantia
understatenent” of incone tax for any taxable year where the
anmount of the understatenent exceeds the greater of: (1) 10
percent of the tax required to be shown on the return for the
t axabl e year or (2) $5,000. Sec. 6661(b)(1). However, the

anmount of the understatenent is reduced to the extent

%Al t hough petitioners also signed a prom ssory note for
$33, 000, there is no evidence as to whether they ever nade
paynments on that note.

l'n 1983 sec. 6661(a) provided for a 10-percent addition to
tax. The anobunt of the sec. 6661(a) addition to tax was |ater
increased to 25 percent for additions to tax assessed after Cct.
21, 1986. Omi bus Budget Reconciliation Act of 1986, Pub. L
99-509, sec. 8002, 100 Stat. 1951.
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attributable to an item (1) For which there is or was
substantial authority for the taxpayer’'s treatnent thereof or (2)
with respect to which the relevant facts were adequately
di scl osed on the taxpayer’s return or an attached statenent. See
sec. 6661(b)(2)(B)."

Petitioners raise a nunber of argunments regarding the
section 6661(a) addition to tax. First, they argue that applying
a 25-percent rate versus the 10-percent rate that was in the
statute in 1983 violates the Due Process C ause of the Fifth
Amendnment to the Constitution.! Next, they contend that
respondent’s failure to waive the section 6661(a) addition to tax
constitutes an abuse of discretion in light of the fact that
petitioners were notivated to invest in CCIRP by the hysteria

surroundi ng alternative energy during the energy crisis of the

I\Where the understatenment at issue is attributable to a tax
shelter, adequate disclosure is inconsequential; and in addition
to substantial authority, the taxpayer nust denonstrate a
reasonabl e belief that the tax treatnent clained was nore |ikely
than not proper. Sec. 6661(b)(2)(C. Because the result would
be the sanme whether or not we |abel CCIRP a tax shelter, we wll
anal yze petitioners’ entitlenent to a reduction of the sec.
6661(a) addition to tax as though CCIRP were not a tax shelter

2Al t hough petitioners acknowl edge the Court of Appeals for
the Ninth Circuit’s decision in Licari v. Conm ssioner, 946 F.2d
690 (9th Cir. 1991), affg. T.C Meno. 1990-4, they contend that
this case is distinguishable fromlLicari because the facts and
ci rcunstances of this case nmake the retroactive application of
the increased rate “so harsh and oppressive as to transgress
constitutional limtations.” They rely primarily on the fact
that nore than 22 years passed between the filing of their 1983
tax return and the issuance of the notice of deficiency.
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| ate 1970s and early 1980s. Finally, they assert that they are
not liable for the section 6661(a) addition to tax because in
investing in CCIRP and claimng the subsequent deduction for a
loss related to that investnent, they were acting in reasonabl e
reliance on the advice of General Vallely and M. Klein.
Responding to petitioners’ first argunment, respondent

contends that the Court of Appeals for the Ninth Crcuit, in

Licari v. Conm ssioner, 946 F.2d 690 (9th Cr. 1991), affg. T.C

Meno. 1990-4, found that the retroactive increase of the section
6661(a) addition to tax rate does not violate the Due Process
Clause. In response to petitioners’ waiver argunent, respondent
asserts that there is no evidence that petitioners ever requested
a wai ver and that the Court therefore has no basis to review
respondent’s determ nation for abuse of discretion. Finally,
Wth respect to petitioners’ argunent regardi ng reasonabl e
reliance, respondent asserts that any such claimis negated by
petitioners’ admtted failure to supply M. Klein wwth all of the
docunentation relating to their investnent in CCIJRP. As
expl ai ned bel ow, we agree with respondent in all rel evant
respects.

The facts underlying the Court of Appeals’ decision in
Licari are not distinguishable fromthe facts of petitioners’
case in any neaningful way. Petitioners place great significance

on the fact that the April 2006 notice of deficiency was issued
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to themnore than 22 years after they filed their 1983 tax
return. However, the long tine between the filing of their 1983
tax return and the issuance of that notice of deficiency bears no
relationship to the period of retroactivity of the increased
section 6661(a) addition to tax rate now at issue. That is
because the retroactivity of the increased section 6661(a)
addition to tax is neasured fromwhen the change in | aw occurred,
not from when the notice of deficiency was issued. Section
6661(a) was anended in 1986, making it retroactive for 3 years,
not 22 years, in petitioners’ case. Because the earliest taxable
year at issue in Licari was 1982, the period of retroactivity in
this case, which involves petitioners’ 1983 taxable year, is even
shorter than the period of retroactivity at issue in Licari.
Wil e retroactive changes in tax | aws nmay be inequitable or
represent poor tax policy, we are unpersuaded by petitioners’
constitutional due process contention.

Because petitioners neither have sought nor were denied a
wai ver of the section 6661(a) addition to tax, we cannot find
t hat respondent abused his discretion in failing to waive the

addition to tax. See Dugow v. Conm ssioner, T.C. Mnp. 1993-401,

affd. without published opinion 64 F.3d 666 (9th Cr. 1995); see

al so McCoy Enters. Inc. v. Comm ssioner, 58 F.3d 557, 563-564

(10th Cr. 1995), affg. T.C Meno. 1992-693. Mreover, in |light

of our earlier conclusions regarding petitioners’ |ack of due
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care with respect to their 1983 deduction, petitioners have not
denonstrated that they satisfied the reasonabl e cause and good

faith tests necessary to obtain a waiver. See Finazzo v.

Commi ssioner, T.C. Menp. 2002-56 (“Even if petitioners had

requested a wai ver under section 6661(c), the record denonstrates
that they failed to act reasonably and in good faith in deducting
the clained loss”.); see also sec. 1.6661-6, Incone Tax Regs.

Finally, although section 6661(b)(2)(B) does allow for the
reducti on of an understatenent under the circunstances descri bed
above, see supra p. 14, petitioners do not neet the criteria for
such a reduction.

Petitioners do not argue that they possessed substanti al
authority for claimng the loss on their 1983 Federal incone tax
return, and they have not denonstrated that they adequately
di scl osed the facts relevant to their investnment in CCIRP on
their 1983 Federal inconme tax return or on an attached statenent.

Rev. Proc. 83-21, 1983-1 C. B. 680, applicable to tax returns
filed in 1983, lists information which is deemed sufficient
di scl osure with respect to certain itens, none of which are
involved in this case. Notw thstanding the inapplicability of
Rev. Proc. 83-21, supra, a taxpayer nay make adequate disclosure
if the taxpayer provides sufficient information on the return to
enabl e the Commi ssioner to identify the potential controversy

i nvol ved. See Schirmer v. Conmissioner, 89 T.C 277, 285-286
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(1987). However, “Merely claimng the | oss, w thout further
expl anation,” as petitioners did, was insufficient to alert
respondent to the controversial nature of the partnership | oss

claimed on the tax return. See Robnett v. Conmi ssioner, T.C

Meno. 2001-17. |In addition, petitioners did not attach any
statenent to their 1983 return. As a result, the Court sustains
the inposition of a section 6661(a) addition to tax.

The Court has considered all of petitioners’ contentions,
argunents, requests, and statenents. To the extent not discussed
herein, we conclude that they are neritless, noot, or irrelevant.

To reflect the foregoing,

Deci sion will be entered

for respondent.




